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(b) and (c) of section 1237 and para-
graphs (e) and (g) of this section, an ex-
change shall be treated as a sale or ex-
change whether or not gain or loss is
recognized with respect to such ex-
change.

(f) Relationship of section 1237 and sec-
tion 1231. Application of section 1237 to
a sale of real property may, in some
cases, result in the property being
treated as real property used in the
trade or business, as described in sec-
tion 1231(b)(1). Thus, assuming section
1237 is otherwise applicable, if the lot
sold would be considered property de-
scribed in section 1231(b)(1) except for
the fact that the taxpayer subdivided
the tract of which it was a part, then
evidence of such subdivision and con-
nected sales activities shall be dis-
regarded and the lot sold shall be con-
sidered real property used in the trade
or business. Under such circumstances,
any gain or loss realized from the sale
shall be treated as gain or loss arising
from the sale of real property used in
the trade or business.

(g) Definition of tract—(1) Aggregation
of properties. For the purposes of sec-
tion 1237, the term tract means either
(i) a single piece of real property or (ii)
two or more pieces of real property if
they were contiguous at any time
while held by the taxpayer, or would
have been contiguous but for the inter-
position of a road, street, railroad,
stream, or similar property. Properties
are contiguous if their boundaries meet
at one or more points. The single piece
of contiguous properties need not have
been conveyed by a single deed. The
taxpayer may have assembled them
over a period of time and may hold
them separately, jointly, or as a part-
ner, or in any combination of such
forms of ownership.

(2) When a subdivision will be consid-
ered a new tract. If the taxpayer sells or
exchanges no lots from the tract for a
period of 5 years after the sale or ex-
change of at least 1 lot in the tract,
then the remainder of the tract shall
be deemed a new tract for the purpose
of counting the number of lots sold
from the same tract under section
1237(b)(1). The pieces in the new tract
need not be contiguous. The 5-year pe-
riod is measured between the dates of
the sales or exchanges.
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(h) Effective date. This section shall
apply only to gain realized on sales
made after December 31, 1953, or, in the
case of a person meeting the require-
ments of paragraph (c)(5)(iv) of this
section, if the sale of the lot occurs in
a taxable year beginning after Decem-
ber 31, 1954. Pursuant to section
7851(a)(1)(C), the regulations prescribed
in this section (other than subdivision
(iv) of paragraph (c)(5)) shall also apply
to taxable years beginning before Janu-
ary 1, 1954, and ending after December
31, 1953, and to taxable years beginning
after December 31, 1953, and ending be-
fore August 17, 1954, although such
years are subject to the Internal Rev-
enue Code of 1939. Irrespective of
whether the taxable year involved is
subject to the Internal Revenue Code of
1939 or the Internal Revenue Code of
1954, sales or exchanges made before
January 1, 1954, shall be taken into ac-
count to determine whether: (1) No
sales or exchanges have been made for
5 years, under section 1237(c), and (2)
more than 5 lots or parcels have been
sold or exchanged from the same tract,
under section 1237(b)(1). Thus, if the
taxpayer sold 5 lots from a single tract
in 1950, and another lot is sold in 1954,
the lot sold in 1954 constitutes the sixth
lot sold from the original tract. On the
other hand, if the first 5 lots were sold
in 1948, the sale made in 1954 shall be
deemed to have been made from a new
tract.

[T.D. 6500, 25 FR 12016, Nov. 26, 1960]

§1.1238-1 Amortization in excess of
depreciation.

(a) In general. Section 1238 provides
that if a taxpayer is entitled to a de-
duction for amortization of an emer-
gency facility under section 168, and if
the facility is later sold or exchanged,
any gain realized shall be considered as
ordinary income to the extent that the
amortization deduction exceeds normal
depreciation. Thus, under section 1238
gain from a sale or exchange of prop-
erty shall be considered as ordinary in-
come to the extent that its adjusted
basis is less than its adjusted basis
would be if it were determined without
regard to section 168. If an entire facil-
ity is certified under section 168(e), the
taxpayer may use allowances for depre-
ciation based on any rate and method
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which would have been proper if the
basis of the facility were not subject to
amortization under section 168, in de-
termining what the adjusted basis of
the facility would be if it were deter-
mined without regard to section 168. If
only a portion of a facility is certified
under section 168(e), allowances for de-
preciation based on the rate and meth-
od properly used with respect to the
uncertified part of the facility are used
in determining what the adjusted basis
of the facility would be if it were deter-
mined without regard to section 168.
The principles of this paragraph may
be illustrated by the following exam-
ples:

Example 1. On December 31, 1954, a taxpayer
making his income tax returns on a calendar
year basis acquires at a cost of $20,000 an
emergency facility (used in his business) 50
percent of the adjusted basis of which has
been certified under section 168(e). The facil-
ity would normally have a useful life of 20
years and a salvage value of $2,000 allocable
equally between the certified and uncertified
portions. Under section 168 the taxpayer
elects to begin the 60-month amortization
period on January 1, 1955. He takes amortiza-
tion deductions with respect to the certified
portion in the amount of $4,000 for the years
1955 and 1956 (24 months). On December 31,
1956, he sells the facility for a price of $19,000
which is allocable equally between the cer-
tified and uncertified portions. The adjusted
basis of the certified portion on that date is
$6,000 ($10,000 cost, less $4,000 amortization).
With respect to the uncertified portion, the
straight line method of depreciation is used
and a deduction for depreciation in the
amount of $450 is claimed and allowed for the
year 1955. The adjusted basis of the
uncertified portion on January 1, 1956, is
$9,550 ($10,000 cost, less $450 depreciation).
The depreciation allowance for the
uncertified portion for the year 1956 would be
limited to $50, the amount by which the ad-
justed basis of such portion at the beginning
of the year exceeded its aliquot portion of
the sales price. Thus, on December 31, 1956,
the adjusted basis of the uncertified portion
would be $9,5600. Without regard to section
168, and using the rate and method the tax-
payer properly applied to the uncertified
portion of the facility, the adjusted basis of
the certified portion on December 31, 1956,
would be $9,500, computed in the same man-
ner as the adjusted basis of the uncertified
portion. The difference between the facility’s
actual adjusted basis ($15,500) and its ad-
justed basis determined without regard to
section 168 ($19,000), is $3,500. Accordingly,
the entire $3,500 gain on the sale of the facil-
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ity ($19,000 sale price, less $15,500 adjusted
basis) is treated as ordinary income.

Example 2. Assume that the entire facility
in example (1) had been certified under sec-
tion 168(e) and that, therefore, the adjusted
basis of the facility on December 31, 1956, is
$12,000. Assume further that the taxpayer
adopts straight line depreciation as a proper
method of depreciation for determining the
adjusted basis of the facility without regard
to section 168. Thus, the adjusted basis, with-
out regard to section 168, would be $19,000.
This amount is $7,000 more than the $12,000
adjusted basis under section 168. Hence, the
entire $7,000 gain on the sale of the facility
(819,000 sale price less $12,000 adjusted basis)
is treated as ordinary income.

(b) Substituted basis. If a taxpayer ac-
quires other property in an exchange
for an emergency facility with respect
to which amortization deductions have
been allowed or allowable, and if the
basis in his hands of the other property
is determined by reference to the basis
of the emergency facility, then the
basis of the other property is deter-
mined with regard to section 168, and
therefore the provisions of section 1238
apply with respect to gain realized on a
subsequent sale or exchange of the
other property. The provisions of sec-
tion 1238 also apply to gain realized on
the sale or exchange of an emergency
facility (or other property acquired, as
described in the preceding sentence, in
exchange for an emergency facility) by
a taxpayer in whose hands the basis of
the facility (or other property) is deter-
mined by reference to its basis in the
hands of another person to whom de-
ductions were allowable or allowed
with respect to the facility under sec-
tion 168.

[T.D. 6500, 25 FR 12020, Nov. 26, 1960, as
amended by T.D. 6825, 30 FR 7281, June 2,
1965]

§1.1239-1 Gain from sale or exchange
of depreciable property between
certain related taxpayers after Oc-
tober 4, 1976.

(a) In general. In the case of a sale or
exchange of property, directly or indi-
rectly, between related persons after
October 4, 1976 (other than a sale or ex-
change made under a binding contract
entered into on or before that date),
any gain recognized by the transferor
shall be treated as ordinary income if
such property is, in the hands of the
transferee, subject to the allowance for
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